ABSTRACT
Exchange traded funds are of interest to public finance researchers concerned with taxation and portfolio behavior for two reasons. First, they represent new financial innovations that are sometimes described as prototypes for the future evolution of the mutual fund industry.
It is therefore important to understand their tax treatment and their after-tax returns. Second, ETFs are often promoted as being more "tax efficient" than traditional equity mutual funds. By reducing the tax burden on investments in corporate stocks, relative to investments in such stocks held through equity mutual funds, ETFs may therefore move closer to the consumption-tax treatment of corporate capital income.
In this brief paper, we compare the pre-tax and after-tax return on the largest exchange traded fund, the SPDR trust that holds the securities in the S&P500, with the returns on the largest equity index fund, the Vanguard Index 500 fund. This fund tracks the same index as the SPDR trust. We extend the ETF return calculations of Elton, Gruber, Comer, and Li (2000) by focusing on a longer sample period and by comparing ETF returns with those on index funds.
Mutual funds are subject to specialized tax rules. In particular, they must pass through realized capital gains to their shareholders. Dickson and Shoven (1995) and Dickson, Sialm, and Shoven (2000) The current-year after-tax return for a buy-and-hold investor in either an ETF or an index fund is R at = (1-Td)*d + (l-x cg )*g + u. Bergstresser and Poterba (2002) 
